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INFLATION 


HERE is no proof that a “little inflation” is good for economic growth or 
that any characteristic which could contribute to the debasement of the 
currency is a desirable ingredient in our economy. 


Too often too many people confuse inflation with the genuine prosperity it 
distorts and ultimately destroys. This confusion must be dispelled. First of 
all, inflation as a result comes from an extension of purchasing power in the 
form of either money or credit which is not secured by reserves and commodi- 
ties sufficient to liquidate it. As a process, inflation may be defined as any 
action which increases the money andcredit supply; or any action which in- 
creases the velocity of money and credit. This does not mean that such a pro- 
cedure will necessarily result in rising prices, because an extension of bank 
credit, for example (even though it is aninflationary procedure), may also 


bring about an increase in the volume of goods and services to liquidate the in- 
crease. 


It is the process that we are concerned with here and its Rx, lest the mal- 
ady be given a chance to grow until the patient is rendered incurable. 


In order to function, the Government must have money. The money that 
goes to pay for the Government’s operation is derived by taxation. If expendi- 
tures exceed income, the Government is faced with a choice of raising taxes or 
borrowing the additional money from the banks to finance its deficit. 


In borrowing from the banking system, the Treasury either signs promis- 
sory notes or issues bonds for the desired amount. Commercial banks accept 
the Government’s obligations as if they were cash deposits. When commer- 
cial banks buy, say, a billion dollars in bonds or notes from the Government, 
they set up a checking account for the Treasury Department which then writes 
checks to pay the manufacturer from whom it has bought goods. The manufac- 
turer deposits the Government checks in his account, and, inturn, writes 
checks to pay his employees and creditors. Unlike tax-collected money, this 
process creates an additional billion dollars that did not exist before and adds 
that much more money (or credit) to the total money supply. 


The cost of this type of financing to the average family in the first year is 
about twice what it would be if the amount had been raised once and for all by 
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taxation. If, for instance, the Government spent a billion dollars and financed 
it by taxation, the cost to the average family would be approximately $20. But, 
if the Government chooses to finance this billion-dollar expenditure through 
the banks, it will cost the average American family $40 a year in higher living 
costs for years tocome. Here’s how. 


The billion-dollar increase incheckbook money amounts to about three 
quarters of one percent of our total money supply. Other factors remaining 
equal, this increase would tend to push average prices up by three quarters of 
one percent. Fora family with a spending budget of $5,000 a year, this three 
quarters of one percent increase would mean added living costs of about $30 to 
$40 a year. 


It is claimed by some that some inflation is a necessary ingredient for a 
rising standard of living. This is not true. 


Since 1939 our standard of living has risen approximately 50%. Why? Be- 


cause we are actually producing 50% more goods and services for each Ameri- 
Can consumer. 





Since 1939 our nation’s total output of goods and services has approximately 
doubled. Our population has increased by about one-third. The net result is 
that we are now producing about half again as much goods and services for ev- 
ery person living in the United States. These gains are achieved through more 
efficient factories, machinery, processes, methods, and management. Despite 
this good record, large segments of our population have been cheated out of 
their share of these significant gains. Here’s why. 





Even though we produce twice as many goods and services as we did in1939, 
we have about four times as much money bidding for each unit of goods pro- 
duced. Therefore, each dollar buys only half as much as it did in 1939. Re- 
sult (in terms of 1939 dollars): prices have doubled. Hence, those people de- 
pendent on fixed or nearly fixed incomes have been impoverished as rising 
prices, or inflation, has robbed them of their purchasing power. 


If so-called checkbook inflation were clearly understood by everyone, the 
public would force the Government to cut expenses or to raise revenues ona 
pay-as-we-go tax basis, not only for the sake of their own future but for their 
families’ future as well. 


Since the 1930’s Government fiscal policy, built upon deficit spending, has 
overshadowed monetary policy. Financing the deficit through commercial banks 
has pumped checkbook money into the economy, increasing the total amount of 
money faster than the supply of goods and services. Despite the opinion of 
some at the time, business activity was not restored in this country until war 
broke out in Europe. 
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By the time America entered World War II commercial banks had built up 
large excess reserves. These reserves enabled them to buy Government se- 
curities in large amounts. As the war dragged onthe Treasury tried to sell 
bonds to the public to finance the deficit that had been created during the war 
period. But because interest rates on Government bonds were very low, rang- 
ing from 3/8% to 24%, insufficient funds were obtained from the public to cover 
the Government’s deficit. Rather than raising the interest rates on its bonds 
or increasing taxes to pay its bills, the Government asked the Federal Reserve 


to buy its bonds and provide member banks with more funds so they also could 
buy them. 


The Federal Reserve’s response to the Treasury’s request resulted ina 
rise in bank deposits from $65.2 billion on June 30, 1941, to $124.3 billion on 
December 31, 1945. During this same period, currency outside the banks in- 
creased from $8.2 billion to $26.5 billion. The action enabled commercial 
banks to furnish a greater amount of currency to the public while maintaining 
higher reserve balances against their greater deposit liabilities by reason of 
the Federal Reserve’s ability to convert Government securities into currency 
or member banks’ reserve balances. Federal Reserve Bank credit expanded 
from $2.3 billion on June 30, 1941, to $25.1 billion on December 31, 1945, 
thereby creating approximately the same amount of currency and member bank 
reserve balances. 


This inflationary process might have been stopped in 1945, since the war 
was over. Yet, selling bonds at low interest rates was attractive to the United 
States Treasury. It did not want to raise rates to the point where the public 
would find purchases attractive. The Administration, therefore, exerted 
pressure on the Federal Reserve to keep buying bonds and to keep manufac- 
turing money to buy them. Asa consequence, the quantity of money rose by 
another $15 billion by the end of 1950 and prices continued upward. 


In the period 1945-50 the Treasury’s accounts show acash surplus at 
times and a deficit at others. On the whole, Government expenditures and the 
easy money policies of Government agencies, such as those operating in the 
residential housing field, were inflationary in effect. Since March 1951 infla- 
tion has proceeded at a moderate rate compared with the pace set in the pre- 
ceding decade. The fact is, however, that it has continued. 


Inflation is a cause of concern to the guardians of monetary stability in the 
United States. But as long as spending is more popular than taxation, with 
Government deficits serving as a base for increases in the supply of money and 
credit, inflation will be a constant threat to the nation’s financial health. 


If we are to prevent inflation, we must get sanity into the making of the 
Federal budget. We can reduce Federal outlays at the same time we increase 
the rate of productive growth, provided we prevent unneeded and economically 
wasteful Federal programs. 

















Inflation creates more inflation and promotes inefficiency, waste, extrava- 
gance, speculation, and excessive debt. Healthy progress is turned into a fev- 
erish, speculative boom which can bring a serious downturn in business to cor- 
rect the excesses that have resulted from the inflationary process. Unfortu- 
nately, the end of inflation is often the beginning of hard times. 


What is the moral behind the story? First ofall, the process of inflation 
could not exist without an increase in the quantity of money. Second, the quan- 
tity of money would not change unless the Federal Reserve provides banks with 
more reserves, or cuts required ratios enabling banks to increase the stock of 
money. Third, the stock of money is increased primarily as a result of fi- 
nancing Governmental deficits and refinancing maturing debt when there is a 
strong demand for funds and attractive interest rates are being paid to raise 
funds from noninflationary sources. 


In essence, we can avoid inflation if we avoid unbalanced Government budg- 
ets. Even without deficits in the budget moderate inflationary pressure would 
exist from the refinancing of existing Government debt. The best we can hope 
for is a Government surplus in order to ease financial tension. A surplus in 
the budget would ease the upward pressure on interest rates in capital mar- 
kets and the Treasury’s refinancing problems would become less pressing. 
Furthermore, the flow of funds for expanding corporate financing needs would 
be increased. Holders of maturing bonds would tend to reinvest in business 


firms, thereby making funds more readily available to firms seeking to mod- 
ernize their plants. And, it would enable business firms to rehire the high- 
priced labor not worth employing on low-output, obsolescent equipment. 


If we don’t eliminate inflation and rising prices, it is conceivable that in- 
flation could reach the astronomical proportions that Germany experienced 
during the Weimar Republic. Should inflation continue at the steady pace it has 
for the past few years, we will be faced with a continual gnawing at our pock- 
etbooks, with an eroding dollar, and witha further loss in purchasing power. 














